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Executive Summary
As parents we try to assist our children in every way we can. This assistance is not always in their best interest,
despite our well‐intentioned plans. Government leaders of many developed economies find themselves in a similar
situation, as they seek to protect society by putting out small fires today. However, by extinguishing today’s small
fires, governments are creating a more fragile environment. This is likened to feeding the tinderbox that may ignite
devastating fires tomorrow. This paper looks at the economies and government finances of Ontario, Japan and the
U.S. to understand where we are today, where we’ve come from, and how the future may evolve.
The Japanese people are known for their prudence and responsibility, yet their government has run a deficit every
year since 1973. Forty years of fiscal mismanagement has saddled them with debt of a quadrillion Yen and a stagnant
economy. The debt service alone is consuming a high and ever‐increasing amount of government tax revenue, and
the trajectory is not positive. In a desperate attempt to overcome their economic and financial woes, Japan is
implementing extreme strategies of money printing and government spending. Desperate and untested strategies
rarely lead to positive outcomes.
The U.S. economy has long been admired for its flexibility, and companies have historically found a way to rebound
from each economic recession with renewed vigour. However, since the 2008 financial crisis, both the U.S.
government and the central bank have positioned themselves as the “economic saviours,” since they don’t trust that
companies can reinvigorate the economy on their own. The U.S. government is running huge annual deficits to keep
the economy going, and the central bank is also printing unprecedented amounts of money. This strategy has
burdened the U.S. government with $17 trillion of debt and a printing press that cannot be stopped. America appears
to be following the unsuccessful and deteriorating Japanese model.
Over the past five decades, we have witnessed increasing government debt and slower economic growth in both
Japan and the U.S. While each country’s situation is unique, servicing a growing debt load constrains a government’s
choices, and ultimately has a negative effect on the economy. Various studies have concluded that significant debt is
an impediment to economic growth and it’s our belief that this time is no different.
The U.S. and Japan are not alone. Significant government debt is a global phenomenon and it’s creating an incessant
drag on the global economy. As Canadians we are proud that our banks are prudent, and that our government is less
profligate. However, our provincial governments have been less responsible, and Ontario is starting to experience
similar problems to Japan and the U.S. With annual deficits of around $10 billion and outstanding debt of $252
billion, Ontario’s annual interest charges are affecting government spending and future solvency.
The mountain of debt globally continues to hamper economic growth, and we don’t see how this environment can
ultimately be positive for equity markets going forward. Despite the dramatic efforts in Japan to kick‐start its
economy, the stock market (the Nikkei) remains down over 60% from its 1989 peak. On the other hand, equity
markets in the U.S. have performed well, despite lacklustre economic growth. Low interest rates have left investors
with nowhere to invest their funds other than stocks, and this has driven equity markets much higher. Current steep
valuations already assume strong economic growth going forward.
The tinderbox is primed and the spark could ignite at any time.
To read the full paper on “The Tinderbox of Debt and Deficits,” please continue on Page 2.
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Looking Beyond the Headlines
Every day we are overwhelmed by hundreds of media headlines. We tend to scan these headlines, moving quickly to
the next until something catches our attention. Some headlines are clearly pressing, but we only read further if the
time spent can be justified in our time‐deprived world. Other headlines are barely acknowledged; we have read
something similar and the news no longer seems pressing. But it’s time to look beyond the following headlines to
better understand the underlying facts:




On September 10, 2013, Global News noted “Ontario deficit drops to $9.2 billion in 2012‐13.”
On August 27, 2013, Reuters reported “Japan's debt‐funding costs to hit $257 billion next year.”
On September 12, 2013, the Wall Street Journal noted “Budget deficit on track for smallest shortfall since
2008.”

While these headlines are not unusual, the problem is that we often read
about debt and deficits without understanding both their
magnitude and their potential consequences. For example, the annual U.S.
deficit was greater than $1 trillion1 for four out of the last five years. How
can the U.S. continue to run an annual deficit of this size? According to
the U.S. Debt Clock2, the U.S. federal government’s debt outstanding today is
around $17 trillion, and increasing by almost $2 billion a day. Each U.S.
taxpayer owes $148,200.3 It’s not just the U.S. that’s living on borrowed
money; Ontario is currently running a $9.2 billion deficit and has $252 billion
in net government debt. Similarly, Japan’s total government debt now stands
at ¥1 quadrillion – that’s right, a quadrillion4 with 15 zeros. When managing
our own debts and expenses, it would be unacceptable to continually spend
more than we earn. Yet, somehow we don’t think governments require
similar constraints.

Neil deGrasse Tyson, an
astrophysicist and director of
the Hayden Planetarium
(American Museum of Natural
History), tells us how to think
about a quadrillion. “It would
take you 31 million years to
count to a quadrillion — one
number per second, never
sleeping,” or “a quadrillion
Yen, stacked in 1,000‐Yen
notes, would ascend 70,000
miles high.”

Given the enormity of these debt numbers, consider the following questions:






Is it normal for a government to run a deficit year in and year out?
Is it not a red flag when annual deficits grow more quickly than gross domestic product (GDP)?
What are the real costs and benefits of ongoing deficits and growing government debt?
How does this growing debt burden affect us as citizens and taxpayers?
How could this growing government debt burden affect equity markets?
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In this paper we answer the questions above. We address how and why
the developed economies reached the point of ongoing annual deficits and
steadily rising debt loads. Starting close to home, we review Ontario’s
recent deficits and growing debt, and then delve into the history of both
Japan’s and the U.S.’s ongoing deficits and ever‐increasing debt. We
highlight some striking parallels between where Japan is today and where
the U.S. is headed. Our thesis is that developed economies are now in a
slow‐growth environment that will persist until they get their fiscal houses
in order and balance their budgets. But we fear the unintended
consequences of governments’ current fiscal policies and central banks’
monetary policies, and we question whether their solutions will cause
worse problems in the future.

Our thesis is that developed economies
are now in a slow‐growth environment
that will persist until they get their
fiscal houses in order…

A Grand Experiment with Unintended Consequences?
Economies have always been cyclical, with periods of strong growth and periods of contraction. Today, governments
and their central banks are trying to control the economic cycle. They believe that their interventionist policies can
smooth out the cycle troughs and ensure the economy continues to grow. However, periods of economic contraction,
while painful, serve a useful purpose; they eliminate both the excesses built up during growth times and the weak and
poorly‐managed companies. The stronger, surviving companies then have a better operating environment in which to
grow during the next up cycle. This self‐cleansing process is an integral part of the economy’s evolutionary process,
and governments’ well‐intended intervention is hampering the transition to the next growth phase.
Over the past 40 years, the developed economies have experienced a fiscal
policy era characterized by exponential growth in government debt,
especially since the 2008 financial crisis. Central banks are maintaining low
interest rates to help governments, businesses and consumers service their
debt, and to keep the economy growing. However, going forward, it will
become more challenging for governments to service and manage their
significant debt loads, as debt service costs will constrain spending; these
costs are already having a negative effect on economic growth.

In 1930 the U.S. government’s
spending amounted to just
over 3% of GDP. In 2012 it
represented 22% of GDP.27

Before we examine the debt challenges in Japan and the U.S., we first assess Ontario’s finances as it’s close to home.
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Ontario – A Potential Greek Tragedy?
The September 10, 2013 article from Global News5 stated:
Ontario deficit drops to $9.2 billion in 2012‐13
Ontario’s deficit dropped to $9.2 billion in 2012‐13, due in part to one‐time savings from labour contracts and
negative spending growth, Finance Minister Charles Sousa reported Tuesday. “Our balanced approach of
fiscal discipline, responsible management and strategic investments continues to help grow the economy,
create jobs and reduce the deficit,” said Sousa. Sousa said part of the reduction in red ink came from one‐
time savings from new contracts negotiated with teachers and other public sector workers. He predicted the
deficit for the current fiscal year will rise to $11.7 billion but said the province remains on track to balance its
books by 2017‐18. Meantime the province’s overall debt continues to climb, jumping to $252 billion, but
Sousa insisted the ratio of Ontario’s net debt‐to‐gross‐domestic‐product was in far better shape than most
jurisdictions.
A Report Card on Ontario’s Current Finances
This headline gives an impression of good news as Ontario’s 2012‐13 deficit was only $9.2 billion. But, given that
Ontario’s current debt load is $252 billion and growing, this is hardly good news. Starting in 2003, Ontario Premier
McGuinty’s government embarked on a decade‐long spending program, and Premier Wynne is following his
lead. Table 1 provides a sobering snapshot of Ontario’s key deficit and debt metrics over the decade, and its report
card is weak: escalating annual deficits, a significant increase in government debt, a deteriorating debt/GDP ratio and
higher debt‐service costs, despite significantly lower interest rates.

Table 1: Ontario’s Financial Report Card (Fiscal 2003‐2013)i
Metric
Revenue and
Expenses

Change from 2003 to 2013
 Expenses Generally Exceeded Revenue: While revenue increased from $68.6 billion to $113.4
billion, expenses ballooned from $68.5 billion to $122.6 billion.

Annual Surplus
or Deficits

 Chronic Annual Deficits: Annual deficits occurred 7 out of the 10 years. The deficit peaked at ‐
$19.3 billion in 2009‐10, was ‐$9.2 billion for 2012‐13, and is expected to grow to ‐$11.7 billion
next year.

Net
Government
Debt
Net Debt/GDP

 Skyrocketing Debt: Net government debt increased from $132.7 billion to $252.1 billion, a 90%
increase from 2003. Projections of net government debt look dire at $300+ billion by 2015‐16.

Interest Costs

 Increased Debt Relative to Economic Growth: Ontario’s net debt/GDP ratio increased from
27.1% to 37.4%, with forecasts of 40+% in 2014‐15.
 Higher Debt Service Costs: Ontario’s debt service costs increased from $9.7 billion to $10.3
billion, despite the effective interest rate declining from 7.2% to 4.1%.

Ontario’s net government debt continues to increase, despite four years of economic growth. If interest rates rise
and/or the economy slows the debt load will increase quickly. Minister Sousa commented on Ontario’s challenging
predicament: “The single most important step the government can take to secure Ontario’s prosperity and help
create jobs is to eliminate the deficit.”7 Of course, Sousa is trying to convince us that Ontario will soon be on a path to
a balanced budget … sometime after 2018, assuming the government’s rosy economic projections materialize.
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A Review of Ontario’s Fiscal History
Ontario currently faces a deteriorating financial situation, due to its rapidly increasing debt and the size of its recent
deficits. “Ontario's Public Finances: A Fiscal Primer”8 shows that Ontario’s net government debt initially grew slowly
from 1960 and reached $13.8 billion in 1982, with net debt/GDP at 10.5%. However, as Chart 1 shows, Ontario’s debt
growth accelerated during the 1990s, and by 2003 Ontario’s net debt reached $132.7 billion and net debt/GDP was
27.1%. Starting in 2008, Ontario’s deficits grew more quickly than its GDP and its net debt spiked higher. Today,
Ontario’s net debt sits at $252.1 billion while net debt/GDP is 37.4%.9

While Ontario’s debt levels appear reasonable, a Fraser Institute
publication notes that Ontario’s fiscal situation today is actually worse than
California’s, which is considered a fiscally mismanaged U.S. state.10 The 30‐
year legacy of Ontario’s fiscal problems means that the current government
must manage ongoing expenses and also carry heavy debt service costs.
Without these debt costs the government could significantly reduce the
budget deficit, enhance services and/or lower taxes.11
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Ontario – Getting on Track or a Train Wreck?
If Ontario’s debt trajectory continues, it won’t take long before we cannot get on track. A Fraser Institute’
publication forecasts that Ontario’s net government debt could reach 60‐70% of GDP by 2019‐20.12 If not addressed,
the dramatic increase in Ontario’s debt will affect the quality of services, including education and healthcare. As
Ontarians, we must recognize that the only options are higher taxes and/or lower government spending.
Nevertheless Ontario is in much better shape than Japan, which we focus on next. Given that Japan is the world’s
third largest economy, it’s essential for us to understand its growing debt problem.

Japan – Land of the Setting Sun
The Reuters'13 article on August 27, 2013 stated:
Japan's debt‐funding costs to hit $257 billion next year
Japan expects to spend a record $257 billion to service its debt during the next fiscal year, a document
obtained by Reuters showed, underscoring the huge burden created by the government's borrowings. The
amount to be allocated for debt‐servicing for the year that will begin on April 1 is nearly as large as the gross
domestic product of Singapore, which the World Bank put at $275 billion at the end of 2012. Japan's Ministry
of Finance (MOF), charged with drafting the state budget and issuing government bonds, will request 25.3
trillion yen (equivalent to $257 billion) in debt‐servicing costs under the budget, the document showed on
Tuesday. That will be up 13.7 percent from the amount set aside for the current fiscal year, reflecting the
Ministry's plan to guard against any future rise in long‐term interest rates.
Japan’s History of Debt and Deficits
One’s initial reaction to the above headline is that there’s a typo. The
headline is misleading as 55%, or $141 billion of Japan’s total debt service
costs goes to repay outstanding bonds. The remaining $116 billion is used
to cover interest costs, which appear excessive given Japan’s current low
interest rate environment (around 0.60% on 10‐year government bonds
and around 0.05% on 1‐month T‐bills). The real issue is that the $116
billion in interest costs for fiscal 2014 represents 23% of Japan’s tax
revenue, which means less money for programs and services for Japan’s
citizens.
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As Chart 2 shows, Japan’s outstanding gross government debt continues to grow rapidly. For example, in 1982,
Japan’s government debt represented 44.7% of its GDP. However, by 2000 it had more than doubled to 106.8%.
Today, Japan’s debt/GDP has almost doubled again to 210.0% of its GDP and total debt is ¥1 quadrillion.

Japan’s astounding debt growth resulted from increasing annual deficits, which escalated after its 1989 real estate
and stock market crash. Today, Japan’s annual deficit represents over 9% of its GDP (see Chart 12 below). Chart
3 shows the wide gap between Japan’s government revenue and expenses from 1965 to date. Government tax
revenue (in Green) peaked in 1990 and continued to decline over the past 20+ years. Yet its expenses (in Red)
continued to increase, as Japan’s government desperately tried to stimulate its economy.
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Today, Japan’s total annual expenses represent 186% of its annual tax revenue; it’s financing the 86% gap through
borrowing. Spending 86% more than one collects during a period of economic stability does not promote
confidence. Chart 3 highlights that the problem is one of revenue growth as Japan’s economy continues to falter. In
desperation, Japan has now embarked on an even more dramatic plan to stimulate its moribund economy.
One has to wonder how Japan’s revenue, expenses and budget balances would have evolved post 1989, had they
allowed weak companies, especially banks, to fail in the immediate aftermath of the crash. No doubt Japan would
have had a severe and painful economic contraction, but it would likely have forced companies to restructure to
better compete going forward. However, Japan sought not to address the excesses built up during the 1980s, nor to
allow its weak companies to fail. Since Japan never fully experienced the self‐cleansing process of severe economic
contraction immediately after 1989, its economy was unable to build a solid foundation to enable strong companies
to grow; the up cycle never materialized. Perhaps Japan’s fiscal and monetary intervention in the economy post 1989
actually caused more economic problems than it solved.
Have Japan’s Stimulus Programs Worked?
Over the past two decades, Japan embarked on numerous stimulus programs in an effort to kick‐start its weak
economy, with dismal results.14 The Chartered Financial Analyst’s 2012 article “The Japanese Debt Crisis (Part
2)”15 reviews Japan’s successive debt financings and economic challenges since 1989, which explains why Japan has
limited options today. Thus, when current Prime Minister Shinzō Abe was elected in December 2012, he decided to
take drastic action to stimulate Japan’s economy. Abe’s three‐arrow approach (dubbed Abenomics16) focuses on
aggressive monetary easing by the Bank of Japan (BOJ) (Arrow 1 – printing Yen), massive fiscal stimulus (Arrow 2 –
running operating deficits) and structural reforms to boost Japan’s competitiveness (Arrow 3 – opening up its closed
economy).
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Today, the BOJ’s quantitative easing (QE)17 program (Arrow 1) involves buying ¥7 trillion of bonds monthly. Abe
hopes to ignite Japan’s economy by doubling the Yen in circulation over two years. He is mimicking the Fed’s current
QE program, but on a much grander scale. (Japan’s stimulus relative to the size of its economy is the equivalent of the
Fed buying $200 billion of bonds monthly, or $2.4 trillion annually). Abe’s “shock‐and‐awe” program appears to be a
desperate move by a country that has run out of traditional options.
To date none of Japan’s stimulus programs have had any meaningful
impact. Its economic growth has languished, deflation has prevailed and its
equity market rallies were followed by new lows. Chart 4 shows Japan’s
rolling 5‐year compound average real GDP growth rates from 1960 to date
(Note: first point is 1965). While Japan had strong real growth in the 1960s
and reasonable growth during the 1970‐80s, Japan’s economy quickly
deteriorated thereafter, and has yet to recover. The Japanese often refer
to the post‐1989 period as the “lost decades.” The result of this stagnation
has been a huge increase in government debt over the past 25 years under
successive Japanese governments; while Japan’s real economic growth
remains very weak.
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Managing the Mountain of Debt
As stated, Japan is currently running a budget deficit in excess of 9% of its
GDP, so its debt load is growing more quickly than its current or expected
GDP growth. We question how Japan can manage its huge debt burden,
and grow its way out of this problem. Today Japan’s outstanding
government debt is 23 times as large as its annual tax revenue (i.e.,
debt/tax revenue).18 At a current effective interest rate of around 1.2%,
Japan expects to spend almost 25% of its 2014 tax revenue to service its
debt. If this effective rate doubles to 2.4% and its debt continues to grow,
one can easily see Japan spending 50+% of its tax revenue to service debt.

Today, we bear witness to Japan’s
economic decline, and its future looks
bleak. The debt burden has become a
huge cost for the Japanese, with little
or no benefit.

To date, Japan has financed more than 90% of its debt internally by borrowing from its own population, local
insurance companies and large pension plans.19 But the demographics are evolving and pension plans are becoming
net sellers of bonds, as they start to pay income to a growing number of retirees. Thus, over time, Japan may have
difficulty financing its debt domestically, and its bond yields will need to be attractive to global investors. Further,
Japan’s average debt maturity today is around six years, and 60% of its debt must be refinanced in the next five years.
This refinancing may expose Japan to the global capital markets at a vulnerable moment.20
Today, we bear witness to Japan’s economic decline, and its future looks bleak. The debt burden has become a huge
cost for the Japanese, with little or no benefit. At some point, investors may refuse to refinance Japan at cheap rates,
and problems can quickly escalate.21 While it’s hard to know what will trigger a debt crisis in Japan, the potential
domino effects may be very challenging for all heavily indebted economies, including the U.S. Before we discuss the
U.S. debt situation and some striking parallels to Japan, we first review Japan’s equity market over the lost decades.
Whither Japan’s Equity Market?
Since the bursting of Japan’s 1989 real estate and stock market bubble, Japan’s equity market performance has been
dismal, and it’s difficult to make a strong case today to buy Japanese equities. Chart 5 shows the Nikkei 225 Equity
Index (Nikkei) for Japan’s top 225 companies from 1980 to date. While the initial effects of Abenomics22 have been
positive for Japanese equities – the Nikkei rose from 9,000 in Sep 2012 to 14,500 by Sep 2013 – the Nikkei is still down
more than 60% from its peak of 39,000 in 1989.
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Investors in Japan have suffered as equities imploded; there are few growth opportunities to lead the stock market
higher. To date, Japan’s government has been unable, or unwilling to implement the necessary fiscal and structural
reforms, and therefore it’s been difficult for the economy to renew and rebuild.
Turning to the U.S., we will see that the U.S. government’s mounting debt load and ongoing deficits since 2000 look
eerily similar to what happened in Japan post 1989.

United States – Spendthrift Uncle Sam
The Wall Street Journal23 on September 12, 2013 proclaimed:
Budget deficit on track for smallest shortfall since 2008
The U.S. government is on track to lock in its lowest budget deficit since 2008, new Treasury Department data
said Thursday, as the gap between spending and revenue continues to contract. The federal budget collected
$185 billion in revenue last month, an August record, helping to push the 12‐month deficit down to $680
billion. Still, the government spent $333 billion in August, logging a $148 billion deficit, or gap between
spending and revenue. August was the eleventh month of the 2013 fiscal year, and the September data will
likely show that 2013 was the first year since 2008 that the government had an annual deficit of less than $1
trillion.
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Pre‐ and Post‐1971 – From Fiscal Conservatism to Profligacy
This headline heralds good news as the U.S. Federal Government
(Government) is on track to deliver its lowest annual deficit since 2008.
The U.S. Congressional Budget Office (CBO) forecasted that the 2013
deficit would only be $680 billion, far below last year's $1.1 trillion deficit.
However, Washington still spent $3.5 trillion in fiscal 2013 and only
collected $2.8 trillion in revenue. Further, any improvement appears
fleeting, as the CBO forecasts only one to two years of improving annual
deficits before they head back toward $1 trillion by 2023.24

During the Great Depression, the
deficit reached a peak of 6.6% of GDP,
which is smaller than the post‐2008
average deficits of over 8% of GDP for
fiscal 2009‐2013.

The U.S. Government did not always run deficits. As detailed in “The U.S. Deficit/Debt Problem: A Longer‐Run
Perspective,”25 during the 19th century the U.S. generally ran budget surpluses, and it was only during wartime or
financial crises that the Government spent more than it collected. This discipline continued into the early 20th century
when the Government ran surpluses, except during the two world wars and the Great Depression. During the Great
Depression, the deficit reached a peak of 6.6% of GDP, which is smaller than the post‐2008 average deficits of over 8%
of GDP for fiscal 2009‐2013.26
From 1947‐1970, the U.S. budget was generally balanced, and averaged a small deficit of ‐0.22% of GDP. However,
from 1971‐2012, both the frequency and the magnitude of fiscal deficits stand out. Over this 42‐year period, the
average U.S. budget deficit was ‐2.95% of GDP, more than 10 times the average for the previous 24 years.27 Thus, a
marked change in U.S. deficits occurred after 1970, when President Nixon eliminated the gold standard in order to
spend without restrictions.28 Nixon touted that looser monetary and fiscal management would stimulate growth,
create jobs and improve U.S. exports.
Chart 6 shows the gap between the U.S.’s Government revenue and expenses from 1965 to 2012, where annual
deficits slowly became the norm, with the odd surplus appearing during a strong growth period. These deficits caused
U.S. Government’s gross debt to skyrocket to around $17 trillion today29 (see Chart 7 below).
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Chart 7 shows that after 1970 the Government’s gross debt grew much more quickly than previously. In 1970, U.S.
debt/GDP was 37.6%, and it reached 57.3% in 2000, and then doubled by 2012 to 103.2%.30
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After 2008, the Government tried desperately to stimulate the economy and ran large budget deficits, while the Fed
aggressively increased money printing through multiple QE programs to try and reignite economic growth. However,
as highlighted in Chart 8, U.S. real GDP growth has continued to slow since the 1960s, with a significant drop in
growth post 2000. Further, despite the current aggressive stimulus programs, growth remains especially weak for this
stage of the economic cycle.

Numerous studies have concluded that high debt levels eventually become an impediment to economic growth.31 The
most notable analysis, “This Time Is Different – Eight Centuries of Financial Folly” by Carmen M. Reinhart & Kenneth
S. Rogoff,32 catalogues previous economic failures over eight centuries and 66 countries. Reinhart’s and Rogoff’s
conclusion is that significant debt is an impediment to growth, yet as their book title mocks, the popular view is that
this time it’s different.
Managing the Debt Going Forward
When assessing how the U.S. Government can manage its debt and deficits going forward, it’s helpful to understand
its spending patterns. Over the past 20 years, Government spending grew 63% faster than inflation, and in May 2013,
the U.S. Congressional Budget Office (CBO) projected annual Government spending will grow from $3.5 trillion in
2013 to $5.9 trillion by 2023, a 69% increase over the next 10 years, as shown in Chart 9.33
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As Chart 9 shows, U.S. Government spending comprises three
components:34

1. Mandatory Spending = 59% of Total Spending in 2013: Around
80% of mandatory spending includes Social Security, Medicare and
Medicaid (i.e., entitlements). Currently there are no budget limits
on this spending, which is projected to increase to 62% of total
spending by 2023.
2. Discretionary Spending = 35% of Total Spending in 2013: This
spending is part of the budget that Congress determines annually.
It includes items like defense, education, agriculture, homeland
security and transportation, and is projected to decrease
significantly from 35% today to 24% of total spending by 2023.
3. Net Interest = 6% of Total Spending in 2013: Debt service costs
are projected to more than triple from $223 billion in 2013 (6% of
spending) to $823 billion in 2023 (14% of spending), assuming
today’s low rates increase only modestly.

Forcing short‐term interest rates to
zero enabled weak companies to
survive; hence the normal self‐
cleansing process was significantly
diminished. The result – higher
Government debt, weaker economic
growth prospects and a more difficult
operating environment for the
surviving companies.

Since debt service costs are a mandatory expense, the only way the U.S. Government can pay its increased debt
service costs will be by reducing Discretionary Spending, leaving less money for defense, transportation,
infrastructure, education, etc.

Perennial Perspectives, December 2013: The Tinderbox of Debt and Deficits

Page 15

Perennial Perspectives, December 2013
The CBO’s September 2013 report “The 2013 Long‐Term Budget Outlook”35 highlights the harmful effects of the
U.S.’s large and growing debt. The CBO states that at some point investors will start to doubt the Government’s
willingness or ability to pay its debts, making it more difficult and expensive for the U.S. to borrow money. The CBO
projects that the already high and increasing debt will have negative consequences for both the U.S. economy and the
Government’s budget, as:




Debt service costs will rise, thus necessitating tax increases and spending cuts;
The Government will be constrained in its policy choices and responses to unexpected events, such as a
recession or a war; and,
The risk of a fiscal crisis will increase, where investors demand higher interest rates.

The U.S. capitalistic system flourished historically because of its flexibility. It enabled risk takers to earn great profits
when they succeeded and let them go bankrupt when they were wrong. During the 2008 financial crisis, the
Government initially intervened to avert a banking crisis that would have destroyed confidence in the system. But
over time this “crisis support” morphed into a longer term plan to stimulate growth. Forcing short‐term interest rates
to zero enabled weak companies to survive; hence the normal self‐cleansing process was significantly diminished. The
result ‐ higher Government debt, weaker economic growth prospects and a more difficult operating environment for
the surviving companies. This is an example of the unintended consequences when a complex system is manipulated.
Whither the U.S. Equity Markets?
The U.S. equity market is currently the “cleanest dirty shirt” globally. Despite being at the epicentre of the 2008
financial crisis, experiencing slow economic growth, weakening corporate performance, mounting debt, a credit
downgrade together with the challenges of a dysfunctional government, U.S. equities have out‐performed
International equities (including emerging markets) by approximately 45% since 2009.36
After the 2008 financial crisis, jittery investors became addicted to central bank money printing. As short‐term
interest rates approached zero in late 2008/early 2009, the major central banks pursued less conventional monetary
policies, such as QE programs.37 The Fed's focus with QE expanded from inflation targets to include employment
targets and stimulating the real economy. The Fed implemented multiple QE programs, which helped buoy U.S.
equities. As Chart 10 shows, as soon as U.S. equities started to decline, the Fed introduced a new QE program
(evidenced by a growing Fed balance sheet), and each QE program propelled the S&P 500 Index upward until money
printing slowed. The Fed flooded the market with liquidity and investors put this money to work in equities, pushing
prices higher. However, the U.S. economy remains relatively weak, and corporate revenue and earnings are growing
more slowly than is normal at this stage in the cycle.
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Is the U.S. Following Japan’s Roadmap?
When assessing the recent economic history of Japan and the U.S., there
are too many similarities to ignore. As a start, Japan’s real estate and stock
market bubble burst in 1989, and the U.S.’s technology stock bubble burst
in 2000. As Chart 11 shows, when we compare Japan’s and the U.S.’s real
GDP growth, the U.S. is following Japan with about a 10‐year lag.
Note: Chart 11 overlays Japan’s growth line in red on top of
the U.S.’s growth line in blue, but with a 10‐year lag (i.e., the data
in Chart 4 [Japan’s Real GDP Rolling 5‐Year Growth Rates, 1965‐
2012] is overlaid 10 years ahead of the data in Chart 8 [U.S.’s Real
GDP Rolling 5‐Year Growth Rates, 1965‐2012]). We have followed
this 10‐year lag for Charts 11, 12, 13 and 15 below.
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Similarly, when we assess Japan’s and the U.S.’s gross government debt and debt/GDP, we see similar patterns
assuming the 10‐year time lag, as highlighted in Charts 12 and 13. Chart 12 shows Japan government’s annual
surplus/deficits as a % of its GDP in red from 1965 to 2012. Similarly, we show the U.S. government’s annual budget
surplus/deficits as a % of GDP in blue from 1975 to 2012. The general pattern of increasing budget deficits as a % of
GDP looks remarkably similar, albeit with a 10‐year time lag.
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As stated, it took just over 10 years for Japan government’s debt/GDP to double from around 100% in 2000 to 210%
by 2012. As Chart 13 shows, the U.S. is following Japan with a 10‐year lag, given that Japan’s government debt/GDP
was 133.7% in 2002, while the U.S. breached 100% debt/GDP in 2012. Unless something dramatic changes, it appears
likely that the U.S. will follow Japan’s dangerous path to a much higher debt/GDP ratio.

Economic growth has slowed in both Japan and the U.S., while government debt has significantly increased. We
question the economic benefit for both countries of the increasing debt. Chart 14 shows that both Japan and the U.S.
had a diminishing return on their “investment in debt.” (Note: The bars represent the change in economic activity
[i.e., nominal GDP] per decade, divided by the change in government debt, which increased significantly each decade,
especially since 2000). While Japan earned solid returns on its debt investment in the 1960s, this return fell in the
1970s, and since the 1990s the return averaged close to zero. Similarly, the U.S. earned a solid return on its debt in
the 1960s‐70s, but returns dropped in the 1980‐1990s and continued to decline thereafter. Again, the U.S. appears to
follow Japan’s path, as Japan continues to suffer from too much debt, insufficient growth and deflation.38
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One key difference between Japan and the U.S. is their equity market performance. Since Japan’s stock market
bubble burst in 1989 the Nikkei Index is down over 60% from its peak while the S&P 500 Index is hitting new highs as
shown in Chart 15.
Note: In Chart 15 we overlay the Nikkei Index on the S&P 500 Index with a 10‐year lag. Japan’s equities start
in 1980 when the Nikkei was trading around 6,700 and ends in September 2013 around 14,500, and we
overlay this with U.S. equities, which starts in 1990 when the S&P 500 was trading around 330 and ends in
September 2013 at 1680, close to its all‐time high.
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Japan’s long‐term equity market decline reflects its lower GDP growth, deflationary trends and worries about
increasing government debt – all of which are a concern in today’s U.S. economy. However, U.S. equity markets
continue rising as investors search to earn better returns than on bonds, and ignore key fundamental equity
valuations. As history has shown, it’s likely that this valuation discrepancy will be remedied sooner rather than later.

A Spark on the Forest Floor
Intervention’s Unintended Consequences
In his book “Ubiquity: Why Catastrophes Happen,”39 author Mark Buchanan discusses the concept of a “critical
state,” which analyzes the stress created on a system, and how the system readjusts. Buchanan looks at earthquakes,
forest fires, traffic jams and mass extinctions, but the concept also applies to capital markets. While it’s almost
impossible to predict when the stress will be relieved, or how substantial the adjustment will be, it’s clear that
something will happen to relieve the stress.
Buchanan addresses an interesting phenomenon in assessing forest fires. He postulates that because man became
proficient at containing small forest fires, the normal cleansing process was disrupted. The flammable material on the
forest floor therefore built up so that when a fire occurred, it became larger and more damaging than what was
normal in the past. Buchanan’s thesis is that small fires are nature’s way of keeping the system in balance, and while
man is trying to help, the intervention has serious unintended consequences.
Today, the Fed believes its raison d’être is to keep the economy growing and to avoid recessions at all costs. In effect,
the Fed has been fighting every small forest fire. The Fed’s easy‐money policies have prevented the economy from
experiencing normal economic slowdowns, which facilitate a natural cleaning process that make way for the next
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economic cycle. Short‐term interest rates are now almost 0% and the Fed’s balance sheet grew from $900 billion in
2008 to $3.7 trillion today, yet the U.S. economy remains weak with few signs of real improvement. This leaves the
Fed with fewer tools to control, what could become, a much bigger fire.
Since the recession supposedly ended in 2009, we should be at a point in the cycle of strong economic growth, where
governments are running balanced budgets, not significant deficits. Since economies are cyclical, it would be normal
soon to experience another slowdown. Yet, every budget projection currently shows a balanced budget being
achieved through stronger economic growth. But what happens if we experience another economic slowdown with
the normal revenue decline?
The Firefighters are Exhausted … and May Leave the Forest
In this paper, we show that government debt and annual deficits have increased significantly in Ontario, Japan and
the U.S. with limited, if any payback in terms of stronger economic growth. Each of these economies is experiencing
the negative effects of carrying large and growing debt loads. While we highlight the problems in three jurisdictions,
debt addiction is a major problem among almost all of the developed economies. Indeed, history has shown that
these long debt super‐cycles eventually come to an end, and they generally do not end well. We should not assume
that the government will be there for us; rather, it’s now essential that we rely on ourselves to protect our future.
We should not casually accept the headlines and gloss over the real issues, as politicians provide a positive spin on
their latest strategy. Governments’ well‐intentioned policies have caused serious unintended consequences, and the
flammable materials on the floor of the economic system are building up.40 The tinderbox of debt and deficits may
soon find a spark.
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Disclosures
This report may provide information, commentary and discussion of issues relating to the state of the economy and
the capital markets. All opinions, projections and estimates constitute the judgment of Perennial as of November
2013, and are subject to change without notice.
The content of this report is provided for discussion purposes only. Any forward‐looking forecasts or statements
included in the content are based on assumptions derived from historical results and trends. Actual results may vary
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